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Chairwoman Waters and members of the Subcommittee, thank you for inviting me
to testify today regarding loss mitigation strategies and foreclosure prevention. My name is
Tara Twomey. I am an attorney, currently of counsel to the National Consumer Law
Center' (NCLC), and a Lecturer at Stanford Law School. I am also a co-investigator, along
with Professor Katherine Porter from the University of Iowa, in the Mortgage Project, a
national empirical study of mortgage claims in consumer bankruptcy cases.

I testify here today on behalf of the low-income clients of the National Consumer
Law Center (NCLC). On a daily basis, NCLC provides legal and technical consulting and
assistance on consumer law issues to legal services, government and private attorneys
representing low-income consumers across the country. In addition, NCLC’s California
Economic Justice Initiative focuses specifically on the needs of California’s low-income
consumers and provides support to advocates throughout the state who represent low-
income California consumers. Currently, our greatest demands for assistance in California
are related to the growing foreclosure crisis.

Today, I will talk about loan modification” as a strategy to limit the devastating
consequences of skyrocketing foreclosure rates. I will highlight some of the challenges to
implementing this strategy at a scale commensurate with the foreclosure problem. These
challenges are significant, but they are not insurmountable roadblocks. We have not come
to a dead end, but Congtess needs to act now to make long-term, sustainable loan
modifications a viable option for the millions of homeowners that will face foreclosure in
the coming years.

Specifically, members of Congress must require servicers to engage in reasonable loss
mitigation efforts before initiating a foreclosure. This would have the result of moving loan
servicers to scale up their loss mitigation activities, promote home-saving options over
home-losing options, and offer affordable, long-term loan modifications. We also support
automatic loan modifications to address the large magnitude of the foreclosure crisis. Such
automatic loan modifications must be accompanied by case-by-case analysis for borrowers
who are not eligible for such automatic treatment or for whom such change is insufficient to

provide long-term affordability.

The Foreclosure Crisis

For over a decade, abuses in the subprime market have undermined the efforts of
hardworking families to acquire and retain the dream of homeownership. For many, it is
their only source of wealth accumulation. Since 1980, foreclosures have increased almost
300 percent, but homeownership has increased only five percent.3 Last year, homeowners
suffered over one million foreclosures, more than a 40 percent increase from the previous
year.4 In 2007, foreclosure filings have continued to soar. As of the end of the third quarter

of 2007, residential foreclosure filings are nearly double what they were for the same period



in 2006.° Nationwide, it is estimated that 2.2 million households with subprime mortgage
loans have lost or will lose their home to foreclosure over the next several years.6

For California the picture is even bleaker than that of the United States as a whole.
The most recent data available shows 148,147 foreclosure filings on 94,772 properties in
California for the third quarter of 2007.” These tigures represent a 36 percent increase from
the previous quarter and a 297 percent increase from the previous year. Fourteen of the
fifteen markets with the largest increase in projected subprime foreclosure rates are in
California and, it is estimated that more than 21% of all California subprime loans originated
in 2006 will fal.”

Big Problem, Little Response.

Loan modification has been identified as one of the preferred strategies for
addressing the rising tide of foreclosures.” Despite the potential benefits of loan
modifications,'’ the magnitude of the foreclosure crisis dwarfs the current response from the
financial services industry.

A loan modification is a written agreement between the servicer and the homeowner
that permanently changes one or more of the original terms of the note in order to help the
homeowner bring a defaulted loan current and prevent foreclosure. Loan modifications may
reduce the interest rate or principal amount of a mortgage loan, may change the mortgage
product (for example, from an adjustable rate to a fixed rate), may extend the term of the
loan, or may capitalize delinquent payments. While not a panacea for all that is ailing in the
subprime mortgage market, long-term, sustainable loan modifications can provide significant
relief to the nation’s distressed homeowners.

There have been several efforts to seek mass loan modifications through voluntary
measures. Senate Banking Committee Chairman Dodd held a meeting last spring resulting
in a set of servicing principles aimed at long-term affordability."’ More recently, Treasury
Secretary Paulson has encouraged voluntary commitments from servicers to contact
borrowers and explore new loan modification approaches.'” In September 2007, the federal
and state banking regulators issued a joint statement on loss mitigation strategies, referencing
earlier guidance and encouraging usage of loss mitigation authority available under pooling
and servicing agreements and the Dodd principles.” Unfortunately, to date the
commitments from the industry have not resulted in large-scale changes on the ground.

Housing counselors, attorneys and borrowers still report major problems in seeking
loan modifications for unaffordable loans. Itis clear that the financial services industry, has
failed to implement a loan modification strategy on a scale commensurate with the problem.
In September 2007, Moody’s Investor Services surveyed 16 mortgage servicers that
accounted for 80 percent of the market for subprime loans and found that most of those

companies had modified only about 1 percent of loans with interest rates that reset in



January, April and July 2007."* In October 2007, the California Reinvestment Coalition
surveyed 33 percent of the California’s mortgage counseling agencies that offer assistance to
financially distressed borrowers and found that servicers were not consistently modifying
loans for long-term affordabi]ity.15 Instead most borrowers were being pushed into
foreclosure or short sales."

In California, where the anticipated payment shock will effect as many as 300,000
homeowners in the next year."” Recently, California Governor Armold Schwarzenegger
announced an agreement with four large servicers of subprime mortgage loans under which
interest rates will be frozen for homeowners who reside in their property, are not delinquent
on their payments,"® and show that they cannot afford a scheduled rate increase. The length
of time for the proposed freeze remains unspecified, though it is clear that the agreement did
not contemplate permanent loan modifications. This voluntary effort to “fast-track” these
temporary loan modifications is a significant step in the right direction. However, the “kick
the can” approach to solving the foreclosure crisis does not achieve the goal of affordable
and sustainable homeownership for those affected borrowers. Instead, it merely postpones
the day of reckoning.

Sheila Bair, Chairman of the FDIC, has called for automatic loan modifications for
borrowers with subprime ARMs."” A recent report from the Joint Economic Committee also
suggested that automatic loan modifications are needed.”” We applaud Chairman Bait’s
leadership on this issue. Without large-scale approaches to loan modifications, many
homeowners will be left with no recourse except to surrender their homes as a result of

abusive loans that they received.

Getting Over the Hurdles to Loan Modification

It is well-known that there are several structural barriers to “scaling up” loan
modification efforts. These include:

* Finding the Decisionmaker — From the homeowner’s perspective one of the
biggest obstacle to loan modification is finding a live person who can provide reliable
information about the loan account and who has authority to make loan modification
decisions. Stories abound of exasperated homeowners attempting to navigate vast voice
mail systems, being bounced around from one department to another, and receiving
contradictory information from different servicer representatives.z1 Borrowers deserve
better and loan servicers need to find a way to provide timely, consistent and competent
information to borrowers.

* Pooling and Servicing Agreement Constraints — Once the borrower make contact
with someone in the servicer’s shop, an appropriate loan modification may remain elusive
due to the terms of the pooling and servicing agreement (PSAs), which govern most

. . . 22 . . . ..
subprime mortgage securitizations.”” Some pooling and servicing agreements limit the



servicer’s ability to modify loans while others may cap loan modifications by number or
percentage of outstanding balance in the loan pool. While the majority of PSAs are not
likely to have restrictions on loan modifications, a small minority actually prohibit loan
modifications altogether.23

e Mismatched Interests — Even where PSAs do not restrict loan modifications, the
misaligned interests of the borrowers, servicers and investors create impediments to
successful loan modification agreements. While borrowers are struggling to save their
homes, servicers are tasked with maximizing returns to investors.”* In addition, servicers
have their own incentives to minimize costs and maximize revenues.”

* “Tranche” Warfare — The securitization process can also lead to mismatched
interests among the investors in any given loan pool. A typical securitization results in
different classes of securities, called tranches.® Loan modifications can have different
effects on different tranches giving rise to a conflict of interest between investors. As a
result, servicers may be reluctant to engage in significant loss mitigation for fear of being
sued by disgruntled investors.”

To ensure that loan modifications happen on the scale necessary to address the
coming waves of foreclosures, Congress should require servicers to engage in reasonable loss
mitigation prior to foreclosure. This requirement will push the market to deal with the
above inefficiencies so that loss mitigation opportunities are maximized. Such a measure

also would address the limited effect of voluntary efforts undertaken to date.

Beyond Rate Reset Problems

While rate resets pose a substantial hurdle for many borrowers, another group of
distressed borrowers have received much less attention. These homeowners have not been
subject to payment shocks or adverse life events, but rather have been saddled with
unaffordable loans from the moment of origination.

Much of the loan modification strategy has focused on dealing with upcoming rate
resets on the ubiquitous 2/28 and 3/27 ARMs.*® This mortgage product, which dominated
the subprime market from 2004 to 2000, is characterized by a fixed rate for the first two
years, followed by an adjustment every 6 months thereafter. Often these loans are structure
with an initial “teaser” or discounted rate. After the two-year fixed period for these loans
expires, the interest rate, and accordingly the borrower’s payments, can increase significantly.
The “payment shock” resulting from this adjustment is often cited as a major cause of rising
defaults in the subprime market.”’

However, many other borrowers were unwittingly pushed into unaffordable loans by
unscrupulous mortgage brokers or lenders. Such unsustainable loan can quickly drag
families into financial trouble, and in some cases into bankruptcy in an effort to save their

homes. Ms. Halliburton, a 77-year old, Philadelphia homeowner, is one such borrower.”



She was given a 2/28 ARM from Countrywide Home Mortgage in April 2006.”" As is
common with a 2/28 ARM, her initial payment was based on a discounted rate of interest.”
In Ms. Halliburton’s case that “discounted rate” was 9.625%.” In March 2007, Ms.
Halliburton testified at a Senate congressional hearing about the circumstances surrounding
the origination of her mortgage loan and her difficulties in making her mortgage payments.™*
Much of the discussion at that hearing focused on teaser rates, payment shocks and the
underwriting standards for 2/28 ARMs. In many respects Ms. Halliburton fit the all-too
common portrait of a borrower suffering payment shock, save one important fact. Her loan
was not scheduled to adjust until May 2008.%

Ms. Halliburton’s initial monthly loan payment was $922.24 for principal and
interest. This amount did not include approximately $180 a month for taxes and insurance.
All totaled Ms. Halliburton’s monthly payment for principal, interest, taxes and insurance
consumed 62% of her Social Security income, leaving her with only $664 a month for other
expenses such as food, medicine, and utilities.

A loan modification strategy that will work for Ms. Halliburton, and those like her,
will take more than temporary or even permanent freezes on adjustable rates. Borrowers
like her need interest rate reductions and principal reductions in order to restore long-term
stability.

A sensible approach would involve a two-step process in which automatic loan
modifications are made to certain classes of loans where borrowers are eligible, followed by a
variety of case-by-case measures. Automatic loan modifications would include conversion
of adjustable rate mortgages to fixed rate loans at the teaser rate, or the fully indexed rate,
which is lower; write downs of fixed rate loans to the par rate; and/or principal reductions
to present market value. After exhaustion of this tier, case by case assistance would include
a stay on foreclosure while the servicer does a good faith review of the borrower’s long-term
financial situation and offers a repayment plan, forbearance, loan modification or other
option to bring the arrears current. Failure to engage in this process, as noted above, should
be a defense to foreclosure.

It remains to be seen whether servicers and lenders are willing to take the necessary
steps in modifying loans. Given hurdles in even achieving minimal concessions on loan
modifications, it is unlikely that servicers and holders will fix the wrongs perpetrated on

vulnerable homeowners across the nation without a requirement to do so.

Loan Modification Should Not Be A New Opportunity for Abuse

Recent headlines and court decisions around the country have called into question
servicer and holder conduct with respect to borrowers in default.® For some time now
homeowners and consumer advocates have struggled with servicers who have no interest in

helping families stay in their homes. Rather, in the interest of maximizing profits servicers



have engaged in a laundry list of bad behavior and exacerbated foreclosure rates.”” The most
common abuses in loan servicing include misapplication of payments, use of suspense
accounts, failure to make timely escrow disbursements, and cascading fees imposed upon
homeowners in default.” These abuses exist because there are market incentives rather than
deterrents for this type of behavior.*

For the same reasons, large-scale loan modifications present new opportunities for
servicer abuse. The information asymmetry often critiqued in the loan origination context is
even worse in the loss mitigation process.” The disclosure of information is entirely one-
sided. The borrower is required to provide much of the same documentation related to their
financial status as is required (or should have been required) at the origination stage. The
servicer produces nothing except a “take-it-or-leave-it” agreement. Two problems that have
already taken root are the charging of unreasonable fees and a requirement that the borrower
waive any past or future claims. These practices need to be nipped in the bud and not

allowed to flourish.

* Unreasonable or Unearned Fees — Compensating loan servicers for loan
modifications may be critical to the success of the loan modification stra‘cegy.41 However,
the amounts charged by the servicer, usually to the homeowner, should reflect a reasonable
fee and actual costs, must be allowed under the terms of the note and security instrument,
and should not violate state law.* Additionally, fees assessed to the borrower should be
reduced when another party is compensating the servicer for their work.* Reduced fees or

waiver of the fee should also be available.

* Waiver of Rights — Often loan modification agreements contain a waiver of claims
provision that purportts to release the servicer and holder from any past or future claims that
the borrower may have. For example, in a recently reviewed forbearance agreement the
borrower upon execution of the agreement released the “lender” from any claims or
damages, including those that were unknown, including “tort claims, demands, actions and
causes of action of any nature whatsoever arising under or relating to the Loan Documents
or any of the transactions related thereto, prior to the date hereof, and borrowers waive

application of California Civil Code Section 154274

This broad release language potentially
cuts off all claims the borrower may have related to the origination or servicing of the loan

and is simply inappropriate in the context of a loan modification agreement.

Conclusion
The foreclosure crisis is real, it is big, and it is growing. To date, the financial industry has
failed to voluntarily scale up their loss mitigation activities to address the magnitude of the

problem. A right to reasonable loss mitigation prior to foreclosure is needed to promote



home-saving options over home-losing options and encourage affordable, long-term loan
modifications. Measures also need to be taken to address general servicing abuses, which
otherwise could derail the loan modification process. We look forward to working with

Representative Waters and the Committee to address these issues.

' The National Consumer Law Center, Inc. NCLC) is a non-profit Massachusetts Corporation,
founded in 1969, specializing in low-income consumer issues, with an emphasis on consumer credit.
NCLC publishes a series of sixteen practice treatises and annual supplements on consumer credit
laws and bankruptcy, including Foreclosures (2d ed. 2007), Consumer Bankruptcy Law and Practice
(8th ed. 20006), Truth In Lending, (5th ed. 2003) and Cost of Credit: Regulation, Preemption, and
Industry Abuses (3d ed. 2005) as well as bimonthly newsletters on a range of topics related to
consumer credit and bankruptcy issues. NCLC attorneys have written and advocated extensively on
all aspects of consumer law affecting low income people, conducted training for thousands of legal
services and private attorneys on the law and litigation strategies to deal predatory lending and other
consumer law problems, and provided extensive oral and written testimony to numerous
Congressional committees on these topics. NCLC’s attorneys have been closely involved
with the enactment of all the federal laws affecting consumer credit since the 1970s, and
regularly provide extensive comments to the federal agencies on the regulations under these
laws.

? Loan modification is one of several loss mitigation alternatives. For those experiencing temporary
hardships options such as a repayment plan or forbearance agreement may be the most appropriate
option. These generally require homeowners to make up missed payments within a specified period
of time. By contrast loan modification is appropriate when short-term relief measures are
insufficient. Other loss mitigation alternatives do not result in the borrower remaining the home. A
shott sale is a sale of property in which the setvicer/lender agtees to accept the proceeds of the sale
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